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Abstract  This paper  examines  the behavior of a banking  firm under  risk. The 
banking  firm  can  hedge  its risk  exposure by trading  futures  contracts. The 
banking  firm  is risk  averse  and  possesses  a utility  function  defined  over  its 
end-of-period income  and  a state  variable  that  denotes the business  cycle of 
the  economy.  We  show  that  the  banking  firm  optimally  opts  for  an  
overhedge  or an under-hedge, depending on whether the  returns on the  
futures contracts are negatively  or positively correlated with the business cycle 
of the economy, respectively. Thus, the business cycle of the economy is an 
important determinant in shaping the banking  firm’s optimal  hedging strategy. 
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